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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a Federal estate tax

deficiency of $360,266, and an accuracy-rel ated penal ty under
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section! 6662(a), with respect to the Estate of Pearl |. Anie
(the estate).2 After concessions, the issues remaining for
deci si on are:

(1) The fair market value of First Anerican Bank G oup, Ltd.
(FABG stock held by Pearl 1. AmMie (decedent) at her death.
Subsuned within this issue is the question of whether an
agreenent restricting the sale of decedent's FABG stock fixes the
stock's value or should be disregarded in determ ning val ue for
Federal estate tax purposes;?

(2) the fair market value of five parcels of agricultura
real property (farmland) owned by decedent at her deat h;

(3) whether the reinbursenent by decedent's conservator,

prior to decedent's death, of $30,000 of litigation expenses

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code of 1986 as in effect at the date of
decedent's death, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

2 In the notice of deficiency, respondent al so deternined a
fraud penalty of $193,391 under sec. 6663(a). Respondent has
since conceded the fraud penalty and proceeds on his alternate
determ nation of an accuracy-related penalty for negligence or
di sregard of rules or regulations under sec. 6662(a), confined to
that portion of the underpaynent arising fromthe val ue reported
for decedent's FABG stock, or $51,571

3 The estate argues, in the alternative, that if the val ue
of the FABG stock is as determ ned by respondent, then the Rodney
B. Arlie Trust had a claimagainst the estate of $495, 968,
deducti ble by the estate under sec. 2053(a)(3). As we decide
this case on other grounds, we find it unnecessary to consider
this argunent.
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incurred by her son, Rodney B. Amie (Rod), constituted a gift;
and

(4) whether the estate is liable for an accuracy-rel ated
penal ty of $51,571 under section 6662(a) for underpaynent of
estate tax attributable to understatenment of the val ue of
decedent's FABG st ock

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
incorporate by this reference the stipulation of facts and the
acconpanyi ng exhibits.

Decedent was a U.S. citizen domciled in Fort Dodge, |owa,
when she died testate on COctober 18, 1998. Rod was appoi nted
executor of the estate and continues to function in that
capacity. At the time of filing the petition, Rod resided in
Hunbol dt, | owa.

| nt r oducti on

Decedent executed her last will and testanment in Novenber
1978. The will included a specific bequest of decedent's farm
| and to her daughter, Rosemary Ahlerich, and her son, Thomas,* in
equal shares. The will also included a specific bequest to Rod
of a portion of certain bank stock, discussed infra, that

decedent held at the tine her will was executed. The portion

4 As Thonmms predeceased decedent, his interest passed to his
two children, Susan Wendel and Thomas Robert Amlie.
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left to Rod was such anobunt as woul d equal one-half the val ue of
decedent's farmland as valued for lowa inheritance tax purposes
which, in general, is fair market value.®> After certain other
smal | bequests, the residue of decedent's estate was to go to her
three children, Rosemary, Rod, and Thomas, in equal shares. Rod,
his wife, and their children were also given the first right to
purchase the residual balance of the bank stock not passing to
him i.e., the portion of the stock passing to the residual
beneficiaries other than Rod.®

In July 1986, decedent executed a codicil to her wll that
struck all bequests to Rod individually and instead nade these
bequests to a spendthrift trust, the Rodney B. Amie Trust (Rod
Amie Trust), created by the codicil for the benefit of Rod.

In 1988, decedent realized she was having difficulty
managi ng her financial affairs, so she filed a voluntary petition
for appointnment of a conservator. Decedent's initial conservator
resigned in 1993 and was repl aced by Boatnen's Bank of lowa, N A
Decedent remained a ward of the conservatorship for the remai nder

of her life.

5> See | owa Code sec. 450.37 (1998 & Supp. 2005). The basis
on which to value the bank stock for purposes of this bequest was
not addressed in the wll.

6 The price at which Rod and his famly nmenbers were
entitled to purchase the residual bal ance of the back stock was
not addressed in the wll.
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During the conservatorship, decedent's prospective heirs’
had frequent acrinonious disputes with respect to her assets.
The prospective heirs other than Rod generally distrusted Rod,
whom t hey consi dered responsible for the FDIC s forced cl osure of
one of the banks decedent owned and Rod had managed. The
di sputes anong the prospective heirs often involved smal
matters, such as appropriate rei nbursenments each should receive
for travel to visit decedent, use of decedent's |ake house, and
one prospective heir's purportedly causing the conservatorship to
pay his drycleaning bills. 1In the conservator's opinion, these
di sputes were highly contentious in view of the anpunts invol ved.

Decedent's Bank Stock

At the tinme decedent executed her will the stock to be
bequeat hed consi sted of both conmmon and preferred shares of Agri-
Bank Corp. (Agri-Bank), Farmers National Bank of Wbster City,
| owa, and Commerci al State Bank of Pocahontas, lowa. At sone
time prior to the appoi ntnment of her conservator, decedent's
Farners National Bank of Wbster City stock was exchanged for
addi tional shares of Agri-Bank stock, and Commercial State Bank
of Pocahontas ceased to exist (having been ordered cl osed by the

FDIC). Wen decedent's conservator filed the initial report and

" Al references to decedent's "prospective heirs" include
her surviving children, Rosemary Ahlerich and Rod Anlie, and her
deceased son Thonmas's adult children, Susan Wendel and Thonas
Robert Anmlie.
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inventory for the conservatorship, decedent had assets in excess
of $1.7 mllion, including 9,046 shares of Agri-Bank common stock
and 13, 377 shares of Agri-Bank preferred stock. During
decedent' s conservatorship various agreenents were entered into
regarding this stock, as discussed bel ow

The 1991 Agr eenent

In 1991, decedent's 9,046 common shares constituted 13.6
percent of the common stock of Agri-Bank. David H Il was the
controlling shareholder (with 73.2 percent of the common st ock)
and president of Agri-Bank. Sonmetinme in 1991, M. H Il fornmed a
new hol di ng conpany called Agri Bancorporation (Agri). Agri
of fered to exchange one share of Agri common stock and one share
of Agri preferred stock for each share of common stock held by
Agri - Bank sharehol ders other than M. HIl. |In addition, Agri
and M. Hill sought an agreenent for the eventual sale of the
Agri stock that decedent would obtain in the exchange.

On August 23, 1991, decedent's conservator, with the
approval of the Hunbol dt County, lowa, District Court (district
court), exchanged decedent's Agri-Bank comon stock for 9, 046
shares of Agri comon stock and 9, 046 shares of Agri preferred

stock, and entered into an agreenent with Agri and M. H Il wth
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respect to decedent's Agri stock and Agri-Bank preferred stock?®
(1991 Agreenent).

According to its preanble, the 1991 Agreenent's purpose was
to restrict the transferability of decedent's shares and provide
for their purchase by Agri upon the occurrence of certain events
(i ncludi ng decedent's death), as well as to ensure that, in the
event a controlling interest in Agri were sold, decedent would
recei ve the sane consideration per share for her mnority
interest as M. Hill received for the sale of his controlling
i nterest.

In specific terns, the 1991 Agreenent prohibited decedent
fromtransferring her Agri stock® without (i) having obtained the
consent of Agri and M. HIl, or (ii) having offered to sell the
stock to Agri at the price contained in any bona fide third-party
offer. Under the 1991 Agreenent, the conservatorship received
put options whereby the conservator could require Agri to
purchase all of decedent's Agri common stock for book val ue, and
all of decedent's Agri preferred stock for par plus unpaid

di vidends. Agri |ikew se received call options, exercisable

8 Decedent's 13,377 shares of Agri-Bank preferred stock were
not exchanged, Agri-Bank having survived the exchange as a
subsidiary of Agri.

9 An exception was nade for transfers to decedent's |linea
descendants and their spouses, who would be bound by the 1991
Agr eenent .
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during the 1-year period follow ng decedent's death, to purchase
all of decedent's Agri stock at the sane prices. 1

Finally, the 1991 Agreenent prohibited M. H Il fromselling
his controlling interest to a third party unless decedent were
of fered the opportunity to sell her Agri stock to the sane third
party for the sane consideration per share (Hill Rights). For
this purpose, "consideration" included the value of any
nonconpete, consulting, or simlar arrangenents or paynents
providing financial benefit to M. HIl. In addition, if the
prospective third-party purchaser of M. Hill's controlling
interest were to condition the purchase of M. Hill's interest
upon the right to acquire decedent's shares as well, the 1991
Agreenment required decedent to sell her Agri shares (for the
prescri bed consi deration).

One of the conservator's principal considerations in
negoti ating the 1991 Agreenent was to avoid any sal e of
decedent's stock before her death, after which the basis of that

stock woul d be stepped up to fair market value. By securing a

10 The 1991 Agreenent al so gave the conservatorship and
Agri reciprocal put and call options, respectively, for the sale
of all of decedent's Agri-Bank preferred stock at par plus unpaid
di vi dends. These options comenced 1 year after the date of the
agreenent, and expired 1 year after decedent's death. At sone
point after the 1-year waiting period and before the appoi ntnent
of a successor conservator (Boatnen's) in 1993, the put option
was exercised wth respect to decedent's Agri-Bank preferred
shares. The conservatorship kept the proceeds received fromthe
sal e in segregated accounts.
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guar anteed buyer and price (which, in the event of any change in
control, would approximate the per-share price paid for the
controlling interest), the conservator also secured a hedge

agai nst the risk decedent bore in holding a mnority interest in
a closely held bank. The conservator was al so concerned about
liquidity in decedent's estate, which included a nunber of
valuable illiquid assets, as decedent's estate tax liability was
expected to be substantial. Concluding that the 1991 Agreenent
was in decedent's best interest, the district court approved the
conservator's application to enter into it.

The 1994 Agr eenent

Sonmetinme in 1994 M. Hll agreed to sell his controlling
interest in Agri, as well as two other banks, to FABG As
consideration, M. Hill received book value for his Agri shares
(whi ch were exchanged for FABG shares at a ratio reflecting the
banks' respective book val ues), book value for the shares of the
ot her two banks, a 5-year enploynent contract at $218, 000 per
year, a $314, 000 signing bonus, retirement of certain capital
notes held by one of his other banks ($1.6 mllion), and an
option (FACC option) to exchange his FABG stock, 5 years hence,
for all of the stock in First American Credit Corp. (FACC), an
operating |l oan subsidiary of FABG FABG s initial capita
fundi ng of FACC exceeded $10.5 mllion, and M. Hill's FACC

option agreenent required that FABG fund FACC with qualified
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assets! worth a fair market value of $18.1 nillion by the tine
t he option was exercisable.

The final nerger agreenent between Agri and FABG was
executed on Septenber 30, 1994. Under the terns of the nerger,
Agri's mnority sharehol ders were offered the option to either
redeemtheir Agri conmon stock for book val ue ($53.55) or
exchange their Agri common stock for FABG common stock at a ratio
reflecting the banks' respective book values (1.0 Agri share for
0. 73597 share of FABGQ .

In its subm ssion to the Federal Reserve Board concerning
the nmerger, FABG disclosed its obligation pursuant to the 1991
Agreenment to pay decedent the sanme per-share consideration for
her mnority interest as that offered to M. Hill.

The conservator exchanged decedent's Agri conmon stock at
the offered ratio for 6,657 shares of FABG compn stock!? on
Cctober 1, 1994, and negoti ated an agreenment (1994 Agreenent) for
t he postdeath sale of decedent's FABG stock to FABG for 1.25
ti mes book value, or $118.23 per share plus 6 percent conpounded

annual ly until decedent's date of death ($118 price). The 1994

11 Qualified assets were defined generally as cash, notes
recei vabl e, and ot her investnent assets.

2 1n connection with the nerger, FABG al so redeened all
out standi ng shares of Agri preferred stock (including decedent's)
for par plus unpaid dividends through the date of the nerger.
The conservator deposited the proceeds fromthis preferred stock
redenption into segregated accounts.
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Agreenent was executed on October 31, 1994 (subject to approval
by the district court). The $118 price was intended to
conpensate for the value of the stock as augmented by the Hil
Rights. Specifically, the 1994 Agreenent prohibited the transfer
of decedent's FABG common stock wi thout FABG s consent and
granted reciprocal put and call options to decedent's personal
representative and FABG respectively, to sell or purchase
decedent's FABG stock within 60 days after notice of her death
for the $118 price.

Cogni zant of its fiduciary duties as conservator, Boatnen's
Bank of lowa, N A obtained advice froma valuation speciali st
for closely held business interests at Boatnen's Trust Co., a
related entity, in connection with the negotiations resulting in
the $118 price. To reach an opinion regarding a fair price for
decedent's FABG stock, including the H Il R ghts, the valuation
specialist reviewed "nmerger nmultiples"®® for other |owa and
M dwest regi on commerci al bank nergers or acquisitions, conparing
the size, location, and profitability of the acquired banks with
Agri in order to identify appropriate conparables. On the basis
of her review, the valuation specialist concluded that Agri was

not worth an acquisition premumto FABG so that a price equa

3 A merger multiple is conputed as the ratio of the
purchase price for a bank to that bank's book value at the tine
of acquisition.
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to book val ue was appropriate for decedent's FABG stock, absent
the H Il R ghts.

Taking into account the additional consideration received by
M. HIIl, the valuation specialist concluded that M. H Il had
effectively received a price equal to 1.33 tines book value for
his stock in Agri and his two ot her banks. However, in the
val uation specialist's view, a significant portion of the
addi tional consideration--namely, the retirenment of $1.6 mllion
of the capital notes of one of the other banks--was not
consideration for M. HIl's Agri stock. The valuation
specialist also determ ned that the FACC option given to M. Hill
(which entitled himto convert his FABG stock to FACC stock in 5
years) had no val ue, because of the nmultiple variables that m ght
affect relative values of the FABG and FACC shares in the 5 years
prior to the option exercise date (in Cctober 1999). On the
basi s of her analysis, the valuation specialist concluded that
the $118 price (i.e., 1.25 tines book value), coupled with the

right to defer the sale until after death to avoid capital gains
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taxes, ¥ constituted a fair price for decedent's FABG st ock,
including the H Il R ghts.

In addition to satisfying itself that the $118 price was
fair, the conservator also believed the 1994 Agreenent was in
decedent's best interest because, in the conservator's judgnent,
it was inprudent for such a substantial portion of decedent's net
worth to be held in the formof a mnority interest in a closely
hel d bank. This concern was exacerbated by the merger of Agri
into FABG which transforned decedent's holdings into an even
smaller mnority interest in a venture with unfamliar
managenent. In the conservator's view, the 1994 Agreenent's
guarantee of a fixed price and buyer for decedent's FABG shares
establ i shed a hedge agai nst decedent's downsi de risks of hol di ng
a mnority interest. The conservator also concluded that the
1994 Agreenent benefited decedent by securing a right to defer
sale until after death to avoid capital gains taxes and to ensure

liquidity for decedent's estate to pay estate taxes.

14 Decedent's right under the 1991 Agreenent to defer the
sal e of her bank stock until after death contai ned an excepti on.
Whereas Agri's call option on decedent's stock under the 1991
Agreenment was generally effective only upon decedent's death, in
the event of a sale of the controlling interest in Agri, the
purchaser of the controlling interest could require the imedi ate
sal e of decedent's Agri shares. Thus, the 1994 Agreenent secured
decedent's right to a postdeath sale of her bank stock, even
t hough the controlling interest in Agri had been sold.
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When t he conservat or sought approval of the district court
to enter into the 1994 Agreenent, Rod (al one anong the
prospective heirs) filed formal objections in which he clained,
inter alia, that the proposed $118 price for decedent's FABG
stock failed to conpensate adequately for the H Il R ghts and
could result in a potential |oss to decedent's estate of nore
t han $500, 000. Pursuant to lowa | aw, decedent's prospective
heirs received notice regarding all aspects of the proceedi ngs
concerni ng approval of the 1994 Agreenent.

A hearing was held at which conflicting expert testinony
concerning the fairness of the $118 price was received. The
experts' fundanental difference centered on the present val ue of
the FACC option given to M. HlIl. The conservator's expert
contended that the present value of M. HIl's FACC option was
negligi ble, whereas the expert proffered by Rod testified that
t he FACC option was worth as nmuch as $500, 000 (about $85 per
share). A representative of FABGtestified that rejection of the
1994 Agreenment would lead to further litigation, that decedent
woul d not be offered any option conparable to M. Hill's FACC
option, and that, if the 1994 Agreenent were rejected, FABG would
take the position that it was entitled, as Agri's successor, to
purchase decedent's stock pursuant to the call option in the 1991

Agreenent for book val ue.
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The district court found that the proposed $118 price failed
to conpensate adequately for the Hll Rights, in particular the
FACC option. The court therefore concluded that the 1994
Agreenment was not in decedent's best interest and declined to
approve it.

The 1995 Fanmily Settl enent Agr eenment

The conservator filed a notion for reconsideration of the
district court decision and, based on its belief that further
l[itigation as to either the 1991 or 1994 Agreenents was not in
decedent's best interest, comrenced negotiations with the
prospective heirs to obtain agreenent with respect to a price at
whi ch decedent's FABG stock coul d be sol d.

The conservator continued to believe that it was inprudent,
and potentially a violation of its fiduciary obligations to
decedent, to continue to hold such a substantial portion of
decedent's net worth in the formof a mnority interest in a
closely held bank that did not pay dividends. The conservator
i kewi se considered the deferred sale arrangenent in the 1994
Agreenent a significant benefit for decedent by virtue of the
capital gains tax savings, which mght be |Iost were FABG to
successfully exercise any call option that m ght be available to
it under the 1991 Agreenent. The prospective heirs other than
Rod preferred a guaranteed "floor" price for decedent's FABG

stock rather than the risks inherent in further negotiation



- 16 -
and/or litigation with FABG over a better price; they, like the
conservator, were also concerned about liquidity to pay expected
estate taxes. The prospective heirs other than Rod were
therefore willing to accept the $118 price. Rod, however,
bel i eved that the $118 price fell substantially short of the
consi deration that should be paid for decedent's stock given the
H |l Rights, and consequently was unwilling to consent to a sale
at that price.

Because of the foregoing problenms and concerns, the
conservator initiated, and played an integral role in,
negoti ati ons anong the prospective heirs to reach an agreenent
under which a secure price for the FABG stock coul d be obtai ned
for decedent's estate. These negotiations culmnated in
Sept enber 1995 when the prospective heirs executed a Fam |y
Settl ement Agreenent (1995 FSA)!® that, in broad terns,
guar ant eed decedent and the prospective heirs other than Rod the
$118 price for the FABG stock that was offered previously by
FABG.

More specifically, the 1995 FSA prohi bited the conservator

and decedent fromtransferring the FABG stock w thout the consent

15 The agreenent was signed by Rosemary Ahlerich; Thonas's
children, Susan Wendel and Thomas Robert Amlie; Rod, his wfe,
and their children; and the three individuals nom nated as
trustees in the codicil to decedent's will establishing the Rod
Amie Trust.
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of Rod, his spouse, their children, and the Rod Anmlie Trust
(collectively, the Rod Amie Famly). The 1995 FSA further
required that all bequests to the Rod Amlie Trust under
decedent's wll be satisfied "in kind" with FABG stock, val ued
for this purpose at the $118 price. The 1995 FSA then provi ded
that any FABG stock remaining in decedent's estate after

sati sfaction of decedent's bequests to Rod woul d be subject to
reci procal put/call options for a designated postdeath period
under which decedent's personal representative could require the
Rod Amie Famly to purchase, or the Famly could require
decedent's personal representative to sell to the Famly, the
remai ni ng FABG stock at the $118 price. Finally, all rights of
t he conservator under the 1991 Agreenment with respect to
decedent's FABG stock (i.e., the HIl R ghts) were assigned to
the Rod Anlie Famly, with all expenses and benefits arising
therefromto inure to the Famly.

In addition, the parties to the 1995 FSA agreed that the
conservator should wi thdraw the notion for reconsideration of the
district court's decision rejecting approval of the 1994
Agreenent, and that the conservator should reinburse (from
decedent's assets) litigation expenses of $30,000 incurred by the
Rod Amlie Famly, $500 for Susan Wendel's tine as an attorney,

and $500 for attorney's fees incurred by Rosemary Ahlerich, in
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connection wth the di spute over approval of the 1994
Agr eenent . 16

The conservator sought approval of the 1995 FSA, as well as
authority to effectuate its ternms, fromthe district court. On
Oct ober 16, 1995, the court concluded that the 1995 FSA was in
decedent's best interest, approved it, and ordered that "the
Conservator is specifically authorized to perform such acts as
are necessary to effectuate the terns and conditions of the
Famly Settlenment Agreenent"; i.e., the 1995 FSA

The 1997 Agreenents

I n August 1997 the Rod AmMie Fam |y reached an agreenent
wi th FABG regarding the consideration they would accept for
decedent's FABG stock (including the Hill R ghts) that the Famly
woul d recei ve through bequest or purchase after her death
pursuant to the 1995 FSA. The price to be paid to the Rod Anie
Fam |y was $217.50 per share plus 4 percent per year after
February 28, 1998, conpounded sem annual ly.! FABG paid nore for
decedent's FABG stock than it would have paid to other mnority
sharehol ders in 1997 through 1999 because of the val ue FABG

assigned to the H Il R ghts. Also, one of the principal reasons

1t is undisputed that these ambunts were paid in 1995 as
provided in the 1995 FSA.

7 The agreed price also included a conparabl e downward
adjustnent in the event the stock transfer occurred before Feb.
28, 1998.
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FABG agreed to pay nore for decedent's stock in 1997 than it
offered to pay in connection with the 1994 Agreenent was the
hi gher value it assigned to the HlIl R ghts in 1997.

The agreenent reached between the Rod Amie Fam |y and FABG
was effectuated by neans of two witten agreenents: the 1997
Conservator Agreenent (between the conservator and FABG and the
1997 Rod Amlie Fam |y Agreenent (between the Rod Arie Famly and
FABG . Under the 1997 Conservator Agreenent, the conservator
agreed not to transfer decedent's FABG stock without the witten
consent of FABG and, acknow edging the assi gnnent of decedent's
rights under the 1991 Agreenent to the Rod AmMie Fam |y pursuant
to the 1995 FSA, the parties agreed to nmutually rel ease each
other fromany liability arising fromthe 1991 Agreenent (which
conferred the H Il Rights).

Under the 1997 Rod Amlie Fam |y Agreenment, the Rod Anlie
Fam |y agreed to take all necessary steps to becone the | awful
owners of all of decedent's FABG stock upon her death, and FABG
agreed to redeemthereafter the stock for $1,447,897.50; i.e.,
$217.50 per share plus 4 percent per year after February 28,
1998, conpounded sem annually. The 1997 Rod AmMie Famly
Agreenent further provided that as part of the consideration for
the agreenent, the parties nmutually rel eased each other from any
[Tability arising under the 1991 Agreenent (which conferred the

HIll Rghts). Finally, the 1997 Rod AmMie Famly Agreenent was
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made contingent upon the sale to FABG of certain FABG stock owned
by Rod's wife Sally individually.

Decedent's Death

Decedent died on October 18, 1998, at the age of 96. (n
Novenber 15, 1998, pursuant to the 1995 FSA, the Rod Anmlie Trust
exercised its call option to purchase all the FABG stock
remai ning in decedent's estate after satisfaction of the bequests
of such stock to the Trust.

On Novenber 17, 1998, the FABG stock at issue was sold to
FABG for $1,489,724.93, the price derived under the formula in
the 1997 Rod Amlie Fam |y Agreenent. Upon receiving the check
for this anmount from FABG Rod endorsed it as executor of
decedent's estate and had the proceeds segregated into a check
made payable to the estate for $993, 756.96, the price for the
FABG st ock under the forrmula set forth in the 1995 FSA '® and a
second check for the bal ance of $495,967.97, which was eventually

remtted to the Rod Anlie Trust.

18 Because the sal e of decedent's FABG stock occurred within
30 days of decedent's death (as required by the 1997 Rod Anlie
Fam |y Agreenent), it had not yet been determ ned what portion of
the stock would pass to the Rod AmMie Trust by bequest (versus
exercise of the put/call options), because the size of the
bequests was dependent upon the val ue of decedent's farmland at
her death. Consequently, the estate initially received all the
proceeds fromthe sale to FABG (at the $118 price), subject to a
distribution of a portion of those proceeds to the Rod Anie
Trust reflecting the shares to which the Trust was entitled by
bequest.



Decedent's Farm Land

At her death, decedent's farm|land consisted of five parcels
(Parcels 1, 2, 3, 4, and 5). Decedent had a 100- percent
undivided interest in Parcels 1 (135.83 acres), 4 (80 acres), and
5 (40 acres); a seven-twelfths undivided interest in Parcel 2
(160 acres); and a one-half undivided interest in Parcel 3 (200
acres).

Estate Tax Return

The estate filed a tinely Form 706, United States Estate Tax
Return, on July 22, 1999. The estate elected to use alternate
val uation dates; nanmely, Novenber 17, 1998 (the date on which
decedent's FABG stock was purchased by FABG, for the stock, and
April 18, 1999 (6 nonths after decedent's death), for the farm
and. On the return, decedent's FABG stock was val ued at
$993, 757. The additional $495,968 paid by FABG for the stock was
reported as capital gain on the 1998 Form 1041, Fiduciary |Income
Tax Return, of the Rod Amie Trust. The fair market val ue of
decedent's farmland was reported based on an appraisal by an

auctioneer, as foll ows:

Parcel 1 $254, 681
Parcel 2 167, 040
Parcel 3 159, 000
Parcel 4 152, 000
Parcel 5 20, 000

Tot al 752, 721



Noti ce of Deficiency

On July 17, 2002, respondent tinely mailed a notice of
deficiency to the estate. Therein respondent determ ned that the
val ue of decedent's FABG stock on the alternate valuation date
was $1,489,725 (its purchase price pursuant to the 1997 Rod Anlie
Fam |y Agreenent) and accordingly increased the taxable estate by
$495,968. In addition, respondent determ ned the underpaynent
arising fromunderval uati on of the FABG stock was attributable to
fraud or, in the alternative, negligence or disregard of rules or
regul ati ons under section 6662. Wth respect to decedent's farm
| and, respondent determ ned that the fair market val ues on the

alternate valuation date were as foll ows:

Parcel 1 $308, 544
Parcel 2 214, 368
Parcel 3 209, 936
Parcel 4 172, 876
Parcel 5 26, 000

Tot al 931, 724

Respondent's determ nations concerning the farmland increased
the taxabl e estate by an additional $179,003. Finally,
respondent determ ned that the estate failed to report $30, 000 of
lifetime taxable gifts made by decedent.

Burden of Proof

The revenue agent conducting the exam nation in this case,
Keith Puntenney (Agent Puntenney), initially requested

information fromthe estate's accountant, Wsley Stille, and
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ultimately received approxi mately 280 pages of docunents. After
reviewing this material, Agent Puntenney had additi onal
questions, and was referred by M. Stille to the estate's
attorney, David Jennett.

M. Jennett nmade additional materials available, and after
reviewi ng them Agent Puntenney requested an interview with Rod,
as executor of the estate. Agent Puntenney's request was not
satisfied.

OPI NI ON

Burden of Proof

The estate contends that the burden of proof with respect to
the factual issues in this case has shifted to respondent
pursuant to section 7491(a). W disagree.

To be eligible for the burden-shifting benefits of section

7491(a), a taxpayer nust show that the prerequisites set forth in

section 7491(a)(2) have been satisfied. Allnutt v. Conm Ssioner,

T.C. Meno. 2004-239; OCatnan v. Commi ssioner, T.C Mno. 2004-236;

H Conf. Rept. 105-599, at 239 (1998), 1998-3 C.B. 747, 993. In
particul ar, section 7491(a)(2)(B) requires taxpayers to cooperate
with all reasonable requests by the Conm ssioner for interviews,
docunents, and the Iike.

Respondent contends, inter alia, that the estate failed to
cooperate because his request to interview Rod was denied. As

our findings indicate, we conclude that Agent Puntenney requested
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an interview wth Rod, as the executor of decedent's estate, and
this request was denied. Wile Agent Puntenney's notes do not
record such a request, he gave credi ble testinony that he nade
the request of Rod's advisers (Messrs. Stille and/or Jennett),
which is plausible in the circunstances. The estate's response
on this point was equivocal. That is, Rod testified that he was
not aware of any request that he be interviewed, but when M.
Stille was imedi ately thereafter called as a witness by the
estate's counsel, he was not questioned regardi ng whet her a
request for an interview with Rod had been made to him Cf.

Cifton v. United States, 45 U. S. 242, 247 (1846); Steiner V.

Comm ssioner, 350 F.2d 217, 223 (7th Cr. 1965) (adverse

i nferences may properly be drawn fromtaxpayer's failure to cal
W t nesses who woul d ot herwi se be expected to be favorable to
him, affg. T.C. Meno. 1963-128. On this record, we are

per suaded t hat Agent Puntenney requested an interview with Rod
that was not satisfied. Accordingly, the estate has not
satisfied the requirenents of section 7491(a)(2)(B), and the
burden of proof does not shift pursuant to section 7491(a)(1).
The estate therefore retains the burden of proof wth respect to
all factual issues in this case. Rule 142(a).

1. Fair Market Val ue of Decedent's FABG St ock

On the estate's Form 706, decedent's FABG stock was val ued

at $993, 757 based on the 1995 FSA price term which the estate
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contends fixed the value for Federal estate tax purposes.
Respondent determ ned that the FABG stock should be val ued at the
price paid for it by FABGwthin a nonth after decedent's death
(%1, 489, 725) and argues in this regard that the 1995 FSA shoul d
be di sregarded in ascertaining the stock's value for Federal
estate tax purposes.

Federal estate tax is inposed on the transfer of the taxable
estate of every citizen or resident of the United States. Sec.
2001(a). The taxable estate is defined as the gross estate |ess
al | owabl e deductions. Sec. 2051. The gross estate includes the
value of all property owned by a decedent at the tine of death
Sec. 2031. In nost instances, the value of the gross estate is
the fair market value of the included property as of either the
date of death, or the alternate valuation date under section 2032
if elected by the executor as is the case here. Sec. 20.2031-
1(b), Estate Tax Regs.

An exception to the general valuation rule exists when the
property in question is subject to an enforceable restrictive
agreenent, such as a buy-sell arrangenent. See, e.g., St. Louis

County Bank v. United States, 674 F.2d 1207, 1210 (8th Cr

1982). For a restrictive agreenent to control value for Federa
estate tax purposes, it nust neet certain requirenents set forth

in the regulations and the caselaw. Sec. 20.2031-2(h), Estate
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Tax Regs. We have previously sunmarized those requirenents as
fol |l ows:

It is axiomatic that the offering price nust be fixed
and determ nabl e under the agreenent. |In addition, the
agreenent nust be binding on the parties both during
life and after death. Finally, the restrictive
agreenent nust have been entered into for a bona fide
busi ness reason and nust not be a substitute for a
testanentary disposition. * * * [Estate of Lauder V.
Comm ssioner, T.C Meno. 1992-736; citations omtted.]

Agreenents that fail to neet these requirenents are disregarded

in determning value. See Estate of Wil v. Conm ssioner, 22

T.C. 1267, 1274 (1954); sec. 20.2031-2(h), Estate Tax Regs.
Section 2703, enacted in 1990, also governs restrictive
agreenents. Qmi bus Budget Reconciliation Act of 1990, Pub. L
101- 508, sec. 11602, 104 Stat. 1388-491. The general rule of
section 2703 is that any agreenent to acquire property at |ess
than its fair nmarket value will be disregarded for Federal estate
tax purposes unless the agreenent satisfies the requirenents
enunerated in the statute. Those requisites include the
requi renents of preexisting |law that the agreement be a bona fide
busi ness arrangenent and not be a testanmentary device, as well as
a new requirenent that the terns of the agreenent be conparabl e
to those of simlar arrangenents entered at arms |length. Sec.

2703(b).
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Further, since section 2703 is neant to suppl enent, not

repl ace, prior case law, ! the pre-section-2703 rules requiring

that an agreenent be binding during Iife and at death, and

contain a fixed and determ nable price, continue to apply. Thus,

regardl ess of whether section 2703 applies to a restrictive

agreenent, the agreenent nust satisfy the requirenents of pre-

section-2703 law to control value for Federal estate tax

purposes. Estate of Blount v. Conm ssioner, T.C Meno. 2004-116,
affd. on this issue 428 F.3d 1338 (11th Cr. 2005).

The estate contends that the 1995 FSA, with its requirenent
that the estate satisfy the specific and residual bequests to the
Rod AmMie Trust with FABG shares valued at the $118 price, and
its reciprocal put/call options requiring the sale at the $118
price of the FABG stock not used to satisfy the bequests, fixed
the value of the stock for Federal estate tax purposes, because
it is arestrictive agreenent that satisfies pre-section-2703

requirenents as well as section 2703(b).2° Respondent raises

19136 Cong. Rec. 30, 488, 30,540-30,541 (1990) (Senate
Comm ttee on Finance Explanatory Material in Senate Commttee on
Budget report printed in the Congressional Record, wthout
separate publication, because of tine constraints).

20 The estate al so argues that the portion of the 1995 FSA
t hat made an assignnent of the Hill Rights to the Rod Anie
Famly is not subject to sec. 2703 because it was a present
assignnent that did not restrict the future value of the stock.
We doubt that a neaningful bifurcation can be nmade between
decedent's FABG stock and the Hill R ghts, as the latter
(continued. . .)
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several argunents for disregarding the 1995 FSA, contending that
the 1995 FSA fails to satisfy either the pre-section-2703
requirenents that it set a fixed and determ nable price and be

| egally binding, or the requirenents of section 2703. W address
each issue in turn.

Pr e- Secti on- 2703 Requi renents

Respondent argues that the 1995 FSA did not contain a fixed
and determ nable price for decedent's FABG stock because it did
not give the Rod Arie Trust "the right to buy any fixed anount
of the stock for the price set therein". Respondent observes
that the actual anount of decedent's FABG stock the Rod Anmie
Trust woul d acquire by purchase rather than bequest was
unknowabl e until after decedent died and her farm | and was
val ued, because the Trust was bequeat hed such stock as would
equal one-half the value of the farmland, plus one-third of the
residual estate. |ndeed, respondent contends, it was possible
t hat none of decedent's FABG stock woul d be sold pursuant to the
options in the 1995 FSA if the value of one-half the farml and
plus one-third of the residual estate exceeded the value of the

FABG stock (using the $118 price fixed in the 1995 FSA).

20(. .. continued)
prescri bed the consideration that was required to be paid for the
former. However, we need not consider this aspect of the
estate's argunent, given our ultimate conclusion herein that sec.
2703 does not cause any elenent of the 1995 FSA to be disregarded
for Federal estate tax purposes.
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The estate argues that it is irrelevant what portion of
decedent's FABG stock was subject to sale under the put/cal
options in the 1995 FSA because any portion passing by bequest
was al so subject to the price restrictions of the 1995 FSA.  That
i s because the estate was required under the 1995 FSA to satisfy
the specific and residual bequests to the Rod Amlie Trust "in
ki nd" with FABG stock valued at the $118 price. (The Rod Anlie
Trust was |ikew se bound under the 1995 FSA to accept the stock
at this valuation in full satisfaction of the bequests.?) The
sati sfaction of such pecuniary bequests with stock at the fixed
$118 price constitutes a sale or exchange for Federal tax
pur poses, the estate argues, citing principles set forth in
section 1.661(a)-2(f)(1), Incone Tax Regs.; Kenan v.

Comm ssioner, 114 F.2d 217 (2d Cr. 1940), affg. 40 B.T.A. 824

(1939); and Suisman v. Eaton, 15 F. Supp. 113 (D. Conn. 1935),
affd. per curiam83 F.2d 1019 (2d Cr. 1936). Since decedent's
personal representative was required under the 1995 FSA to
exchange FABG stock at the $118 price in satisfaction of the
specific and residual bequests to the Rod Amie Trust, the val ue
of the FABG stock transferred in this manner was al so restricted

by the 1995 FSA, the estate contends.

2l In the absence of the 1995 FSA, decedent's will did not
address how decedent's FABG stock woul d be val ued for purposes of
the Rod Amie Trust's right to receive FABG stock equal in value
to one-half of decedent's farm | and.
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We agree that the 1995 FSA operated to restrict the val ue of
all of decedent's FABG stock. Under the 1995 FSA, the
conservator and decedent were prohibited fromtransferring
decedent's FABG stock w thout the consent of the Rod Anmie
Fam|ly. At decedent's death, all of her FABG stock was required
to be transferred to the Rod Amie Trust at the $118 pri ce,
either in an exchange at that value to satisfy the bequests or by
sale at that price. The 1995 FSA therefore inposed the $118
price as a ceiling (and floor) on the value of decedent's FABG
stock. Pursuant to the agreenent reached between the conservator
and the prospective heirs, the estate could receive no nore (and
no less) than the $118 price for all shares of decedent's FABG
stock, thereby effecting a transfer of the risk of |oss or
opportunity for gain on the shares from decedent and her estate
to the Rod Anlie Trust.

Respondent next argues that the 1995 FSA was not enforceable
because the conservator did not sign it. Thus, respondent
cont ends, decedent was not bound by the 1995 FSA, and
consequently the Rod AmMlie Famly had no enforceable right to
pur chase decedent's FABG stock at the price set forth in the 1995

FSA. 22 \We di sagr ee.

22 Respondent al so attacks the validity of the 1995 FSA on

the grounds that the Rod Amie Trust had not been created when
t he agreenment was executed. However, the 1995 FSA conferred the
(continued. . .)
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Al t hough not a signatory, the conservator sought approval of
the 1995 FSA fromthe district court. In granting such approval,
the court found the agreenent to be in decedent's best interest
and specifically authorized the conservator "to perform such acts
as are necessary to effectuate the terns and conditions" of the
agreenent. The 1995 FSA prohibited the conservator and decedent
fromtransferring the FABG stock w thout the consent of the Rod
ArMie Famly, and it required decedent's personal representative
to sell the stock at the price prescribed in the agreenment if the
Rod ArMie Fam |y exercised its option to purchase. G ven the
district court's order and the foregoing terns of the 1995 FSA,
we are persuaded that decedent and the conservator were legally
bound to avoid transfer of the FABG stock w thout consent during
decedent's lifetinme, and that the Rod AmMie Famly had an
enforceabl e right against decedent's estate to purchase the FABG
stock (not passing to them by bequest) at the prescribed price.
See Iowa Code sec. 633.71 (1992) (court orders bind conservator);
| owa Code sec. 633.637 (2003) (powers of ward under

conservatorship restricted); In re Harker's Estate, 85 N.W 786,

22(. .. continued)
purchase option on all nenbers of the Rod Amlie Fam |y, which
i ncluded Rod as well as the Rod AmMie Trust. Thus, we are
unper suaded that the status of the Rod Anlie Trust at the tinme of
execution of the 1995 FSA defeated the creation of an enforceable
right in other nenbers of the Rod Amie Famly (who could have
transferred such right to the Trust when it was created).



- 32 -
787 (lowa 1901) (actions taken on ward's behal f by conservator
under the direction of the probate court are binding on ward,
absent fraud).?
In sum we conclude the 1995 FSA satisfies the pre-section-
2703 requirenents that it set a fixed and determ nable price, and
that it be legally binding during Iife and at death.

Section 2703 Requirenents

Respondent further argues that, even if it is conceded that
the 1995 FSA created enforceabl e buy/sell options establishing a
price that bound decedent, the 1995 FSA i s nonet hel ess
di sregarded for Federal estate tax purposes under section
2703(a), because it fails to satisfy the requirenents of section
2703(b) for exenpting a restrictive agreenent fromthe
"di sregard"” rule of section 2703(a). The estate contends that
all requirenents of section 2703(b) have been satisfied, and we
agr ee.

Section 2703(b) provides that a restrictive option or
agreenent will not be disregarded under section 2703(a) if it
nmeets each of the follow ng requirenents:

SEC. 2703(b). Exceptions.-- * * *

23 Respondent al so argues that decedent was not bound by the
1995 FSA because she received no consideration for entering it.
We think the consideration received by decedent is patent;
namely, a fixed price for the FABG stock that was otherw se
contingent upon further negotiations and/or litigation wth FABG
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(1) It is a bona fide business arrangenent.

(2) I't is not a device to transfer such property to
menbers of the decedent's famly for less than full and
adequat e consideration in noney or noney's worth.

(3) Its terns are conparable to simlar arrangenents
entered into by persons in an arns' |length transaction.

We consider each in turn.

Bona Fi de Busi ness Arrangenent

To nmeet the requirenent of section 2703(b)(1), a restrictive
agreenent nust further sone business purpose. The 1995 FSA
represented the cul mnation of the conservator's efforts,
starting with the 1991 Agreenent, to secure a guaranteed price
and buyer for decedent's minority interest in a bank. The
conservator had a fiduciary obligation to serve decedent's best
interest, and in the conservator's view, it was inprudent for
such a substantial portion of decedent's net worth to be invested
in the formof a mnority interest in a closely held bank. The
1991 Agreenent was the conservator's initial step designed to
mtigate the downside risks of decedent's mnority stake.

Through that agreenent, the conservator secured a fixed price and
buyer for decedent's Agri stock and a guarantee that, in the

event the controlling interest in Agri were sold, decedent would
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receive the sane per-share consideration for her mnority
interest as the controlling sharehol der received.

The failed 1994 Agreenent represented the conservator's
continued pursuit of the sanme goals after the controlling
interest in Agri was in fact sold; nanely, securing a fixed price
for decedent's interests fromthe new owner (FABG that, in
addi tion, conpensated decedent for her rights under the 1991
Agreenment to receive the sanme consideration for her shares as
received by the controlling shareholder; i.e., the Hll Rights.?
The change in control had exacerbated the conservator's concerns
as a fiduciary regarding decedent's mnority interest, since
decedent's interest in FABG was proportionally smaller than her
interest in Agri, and FABG was under unfam |iar mnmanagenent.

When the district court declined to approve the 1994

Agreenment based on Rod' s objections, the conservator comrenced

24 Al though the estate did not proffer the testinmony of the
conservator who negotiated the 1991 Agreenent, we are satisfied
fromthe successor conservator's testinony concerni ng decedent's
circunstances, and the 1991 Agreenent itself, that the purpose of
the agreenment was to benefit decedent by elimnating the downside
ri sks described above.

2 The conservator al so sought to achieve an additional goal
in the 1994 Agreenent to benefit decedent's interests; nanely,
t he avoi dance of capital gains tax liability on the sale of the
FABG stock. The 1991 Agreenent did not confer any right to defer
the sale (until death) of decedent's stock in the event of a sale
of the controlling interest in Agri. |In providing that FABG s
call option was not exercisable until after decedent's death, the
1994 Agreenent al so inplenmented the conservator's goal regarding
capital gains tax liability.
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negotiations in an effort to avoid the expense to decedent of
future litigation wth FABG over the price to be paid for
decedent's shares as enhanced by the Hill Rights.? These
negoti ati ons produced the 1995 FSA, under which decedent's stock
effectively would be sold to the Rod Anlie Fam |y at her death
for the sane price as FABG had offered in the 1994 Agreenent (the
$118 price), and the Rod AmMie Fam |y woul d pursue whatever price
it could obtain for the stock from FABG at the Famly's risk and
expense.

We are persuaded that the conservator, in securing the 1995
FSA, was seeking to exercise prudent managenent of decedent's
assets by mtigating the very salient risks of holding a mnority

interest in a closely held bank, consistent with the

26 W& agree with the conservator's view that decedent and/or
her estate faced significant litigation hazards in this regard.
W bel i eve FABG possessed | everage on the basis of the 1991
Agreenment provision under which decedent was required to sell her
mnority stake to any purchaser of the controlling stake if the
purchaser conditioned his purchase of the controlling stake on
his acquisition of decedent's shares. Also, an official of FABG
testified in the proceedi ngs concerning approval of the 1994
Agreenent that if the 1994 Agreenment were rejected, FABG woul d
take the position that it was entitled, as Agri's successor, to
purchase decedent's stock pursuant to the call option in the 1991
Agreenent for book value. (This call option was exercisable at
decedent's death, and decedent was 92 at the tine of the
proceedi ngs concerning the 1994 Agreenent.) Finally, further
negoti ations and/or litigation with FABG j eopardi zed the
conservator's goal of avoiding capital gains taxes on the sale of
decedent's FABG stock. See supra note 25.

In addition, we are persuaded that the value of the H |
Ri ghts was especially uncertain, in |light of the FACC option, the
val ue of which was the subject of conflicting expert testinony in
the district court proceedi ngs concerni ng approval of the 1994
Agr eenent .
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conservator's fiduciary obligations to decedent.?” W think
these were "valid life oriented business reasons” akin to those
underlying the option agreenent that passed nuster in Cobb v.

Comm ssioner, T.C Menp. 1985-208 (option agreenent allow ng

bel ow mar ket purchase at decedent's death served busi ness purpose
of encouragi ng effective nmanagenent of, and reducing risk of
operating, decedent's rental property).

Respondent argues that the 1995 FSA cannot neet the
requi renment of section 2703(b) (1) because the agreenent's
subj ect, decedent's FABG stock, was not an actively managed
busi ness interest but nerely an investnent asset. W rejected

such an argunent in Estate of Bischoff v. Conm ssioner, 69 T.C

32, 40-41 (1977), and find it equally unpersuasive here. 1n our
view, an agreenent that represents a fiduciary's efforts to hedge
the risk of the ward's hol dings nay serve a busi ness purpose

wi thin the neaning of section 2703(b)(1). In addition, planning
for future liquidity needs of decedent's estate, which was al so
one of the objectives underlying the 1995 FSA, constitutes a

busi ness purpose under section 2703(b)(1). See 136 Cong. Rec.

30, 539 (1990).

27 W\ note in this regard that the district court concluded
that the 1995 FSA was in decedent's best interest.
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Not a Testamentary Device

The second requirenment of section 2703(b) is that the
restrictive agreenent not be a device to transfer the property
subject to the agreenent to nenbers of the decedent's famly for
| ess than full and adequate consideration in noney or noney's
worth. This requirenent existed in pre-section-2703 |aw, which
provi des gui dance regarding its nmeaning. Wether a restrictive
agreenent constitutes a testanmentary device depends in inportant
respects on the fairness of the consideration received by the
transferor, judged at the tine the agreenent is entered. See,

e.qg., Estate of True v. Conmm ssioner, T.C Meno. 2001-167, affd.

390 F.3d 1210 (10th G r. 2004); Bommer Revocable Trust v.

Conmi ssioner, T.C. Menp. 1997-380.

Respondent contends that decedent received no consideration
or benefit fromthe 1995 FSA, as she owned stock for which FABG
was willing to pay $118. 23 per share before the agreenent, and
after the agreenent she owned stock that was to be sold for
$118. 23 per share to Rod. |In respondent's view, only Rod
benefited fromthe 1995 FSA as it allowed himto purchase
decedent's stock at a price that had been found inadequate by the
district court just a few nonths before.

We disagree with respondent's theory. As noted above, we
bel i eve decedent received significant consideration under the

1995 FSA; specifically, a fixed price for a mnority stock
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interest, the value of which was ot herw se uncertain and subj ect
to substantial litigation hazards. Because of the circunstances
of the conservatorship, the 1994 Agreenent could not be
consunmat ed, | eaving decedent's net worth exposed to risk that
t he conservator did not consider prudent. The $118 price reached
in the 1994 Agreenent and carried over into the 1995 FSA, which
approximated 1.25 times book val ue, was agreed to by the
conservator after receiving professional advice that it was a
fair price. In reaching that price termin the 1994 Agreenent
and 1995 FSA, the conservator also had to take into consideration
the litigation hazards of a protracted dispute with FABG as
not ed above.

Mor eover, the prospective heirs other than Rod al so agreed
to the price in the 1995 FSA. Theirs was an arm s-length
decision. To the extent the price in the 1995 FSA underval ued
decedent's FABG stock, the prospective heirs other than Rod were
t her eby penalized and Rod rewarded; that is, Rod would receive a
| arger nunber of FABG shares pursuant to the initial bequest
under which he was to receive FABG stock equal to one-half the
val ue of decedent's farmland, and the other prospective heirs
woul d be paid less for the FABG stock they received as part of
the residual estate but were required to sell to Rod at the 1995
FSA price. These were siblings (including a deceased sibling' s

adult children) who had a history of acrinonious di sputes over
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decedent's assets. We do not believe the prospective heirs other
than Rod agreed to the 1995 FSA price in order to effect a
transfer to Rod for |less than full and adequate consi derati on.

We believe they, |ike the conservator, were persuaded that the
security of a fixed price was preferable to the downside risk and
uncertainties of continued negotiations with FABG over the
appropriate value of the H Il R ghts.

Respondent, w th the hindsight know edge that Rod secured an
agreenent sone 2 years later for FABG s purchase of the sane
stock at $217.50 per share (plus 4 percent per year until
decedent's death, conpounded sem annually), seeks to persuade the
Court that the 1995 FSA provision to sell at the $118 price nust
have been a testanentary device to benefit Rod. The facts of
this case do not fit that theory. The conservator, in an effort
to fulfill fiduciary obligations, and the other prospective
heirs, in furtherance of their own interests, accepted a price
they believed (on the basis of professional advice) was fair at
the time and in the particular circunmstances. The purpose of the
1995 FSA, therefore, was not as a testamentary device to benefit
decedent's famly menbers.

Conparable Armis Length Terns

The third requirenent of section 2703(b) is that the
restrictive agreenent's terns be conparable to simlar

arrangenments entered into by persons in an arm s-length
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transaction. To satisfy this requirenent, the estate offered the
expert testinony of an attorney with extensive experience in the
purchase and sale of closely held equity interests. 1In the
expert's opinion, the 1995 FSA was conparable to arrangenents
entered into by persons in arm s-length transacti ons because the
price and structure for the sale of the FABG stock in the 1995
FSA was virtually identical to the terns of the 1994 Agreenent,
whi ch had been reached in arm s-length negotiati ons between the
conservator and FABG  Respondent argues that the expert's
opinion is insufficient for purposes of section 2703(b)(3),
because it relies on an "isol ated conparable” in contravention of
the legislative history of, and regul ati ons under, section

2703(b) . 28

28 Sec. 25.2703-1(b)(4), Gft Tax Regs., provides:

(4) Simlar arrangenent.--(i) In general. A right
or restriction is treated as conparable to simlar
arrangenments entered into by persons in an armis length
transaction if the right or restriction is one that
coul d have been obtained in a fair bargain anong
unrel ated parties in the sane business dealing with
each other at arms length. A right or restrictionis
considered a fair bargain anong unrelated parties in
the sane business if it conforns with the general
practice of unrelated parties under negoti ated
agreenents in the sane business. * * *

(i1) Evidence of general business practice.--

Evi dence of general business practice is not net by
showi ng isolated conparables. * * * [Enphasis added. ]

The legislative history of sec. 2703(b)(3) states:

(continued. . .)
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For the reasons discussed bel ow, we conclude that the estate
has satisfied section 2703(b)(3). By its terns, the statute
requires only a showing that the agreenent's terns are
"conparable” to simlar arrangenents entered at arm s | ength.
Wil e the regul ati ons caution agai nst using "isol ated
conpar abl es”, we believe that in context the regul ations
delineate nore of a safe harbor than an absol ute requirenent that
mul ti pl e conpar abl es be shown.

In any event, the price terns reached in the 1994 Agreenent,
and incorporated in the 1995 FSA, were in fact based on a survey
of conparables. The conservator sought professional advice from
wi thin Boatnen's, and was advised that the $118 price (1.25 tines
book value) was a fair price for decedent's FABG stock and Hil
Ri ghts, when coupled with the deferred sale feature of the 1994
Agreenment. The deposition of the valuation specialist who
advi sed the conservator (taken in connection with the district

court proceedings) is in the record, and it indicates that the

28(. .. continued)

In addition, the bill adds a third
requi renent, not found in present |aw, that
the terns of the option, agreenent, right or
restriction be conparable to simlar
arrangenents entered into by persons in an
arms length transaction. This requires that
t he taxpayer show that the agreenent was one
t hat coul d have been obtained in an arnms
l ength bargain. * * * |1t is not nmet sinply by
show ng isol ated conparables but requires a
denonstration of the general practice of
unrel ated parties. [136 Cong. Rec. 30,541
(1990); enphasi s added. ]
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specialist considered the nmerger multiples for all M dwest region
banks sold in the prior year and determ ned that, given the size,

| ocation, and profitability of Agri, book value represented the

mar ket value of M. Hll's FABG shares, and that the additional
consideration received by M. H Il for his shares represented
paynment of a premumof 0.33 tines book value. 1In the analyst's

view, given that a portion of the premumwas attributable to
another of M. Hill's banks and certain other factors, a prem um
of 0.25 tines book value represented fair, equival ent
consideration for the H Il Rights. Thus, several conparables
were in fact considered in determning the $118 price for
decedent's stock in the 1995 FSA

Several other indicia in the record support the concl usion
that the ternms of the 1995 FSA were conparable to arrangenents
entered into at arms length. The 1994 Agreenent and the 1995
FSA (with their identical price terns) were not agreenents
reached between decedent and a nenber of her famly. Rather,
they were entered into by decedent's conservator, who had a
fiduciary duty to safeguard decedent's interests. The
conservator and FABG negotiated at armis length to reach the 1994
Agreenent, and the 1995 FSA adopted that agreenent's price terns.
On this record, we are satisfied that the negotiations anong the
prospective heirs to reach the 1995 FSA were also armis | ength;

the interests of the prospective heirs other than Rod were
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adverse to Rod's with respect to the price terns for the stock.
As di scussed above, an understated price in the 1995 FSA woul d
have penalized the other prospective heirs.

Qobviously, the fact that the district court concluded in
1995 that the $118 price was inadequate, and the fact that Rod
was able to secure a price of $217.50 per share from FABG in
1997, raise questions concerning whether the $118 price in the
1995 FSA was conparable to simlar arrangenents entered at arm s
l ength. However, on the facts of this case, we are persuaded
that the 1995 FSA price terns were arm s |l ength. The prospective
heirs other than Rod agreed to the $118 price even though they
were aware of the district court proceedings where it was found
i nadequate. In our view, the other prospective heirs and Rod
sinply disagreed regarding the potential risks and rewards of
further negotiation or litigation with FABG over the value of the
HI1l Rights.?® 1In the circunstances, the other prospective heirs
struck a bargain for the proverbial "bird in the hand" of a
guaranteed price, transferring to Rod the benefits and burdens of
the pursuit of the possible "two in the bush". It may have been
a bad bargain in hindsight, but we are persuaded it was arnis
| engt h when made.

A second factor also bears on our conclusion. The nub of

the differing judgnents on the value of the H Il R ghts concerned

29 See supra note 26
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the FACC option given to M. HIl. The valuation speciali st
consulted by the conservator concluded (in the fall of 1994) that
t he FACC option had no val ue, because of the nultiple variables
that m ght affect the relative values of the FABG and FACC st ock
during the 5-year period before the FACC option was exercisable
(in October 1999). This view of the value of the FACC option
figured promnently in the valuation specialist's conclusion that
the $118 price was fair. Rod's experts di sagreed and convi nced
the district court that the FACC option had significant val ue.

We are persuaded that the value of the FACC option becane
easier to discern over tine, as the exercise date drew nearer
and that later in the 5-year option period it becane clear that
FACC st ock woul d be nore val uabl e than FABG stock on the exercise
date, rendering the FACC option nore val uable. |ndeed, the
parties have stipulated that FABGwas willing to pay nore for
decedent's FABG stock in 1997 than it offered in connection with
the 1994 Agreenent because of the higher val ue FABG assigned to
the H Il R ghts in 1997. Thus, the disparity in the $217.50 per-
share price obtained for the stock by Rod in August 1997 and the
$118 per-share price in the 1995 FSA is attributable, at least in
part, to the passage of tinme and the apparent appreciation of the
FACC stock in relation to the FABG stock over that period, and
not to any deliberate underval uing of the stock in the 1995 FSA.

This factor bolsters the conclusion that the terns of the 1995
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FSA are conparable to simlar arrangenents that woul d have been
entered at arms length. The value of the FACC option was |ess
clear in 1995, and the conservator (as decedent's fiduciary) and
the prospective heirs other than Rod preferred to secure an
agreenent in 1995 rather than risk a protracted dispute with
FABG for the reasons previously discussed.

Finally, FABG s purchase of the FABG stock fromthe Rod
Arie Famly pursuant to the 1997 Rod Anlie Fam |y Agreenment was
condi ti oned upon the sale by Rod's wife Sally of certain other
FABG st ock that she owned in her own right, suggesting that the
1997 price was also affected by FABG s desire to obtain
addi tional stock in the hands of another mnority hol der.

Concl usi on

We accordingly find on this record that the estate has shown
that the requirenents of section 2703(b) are satisfied, so that
section 2703(a) does not provide a basis for disregarding the
1995 FSA. As a consequence, we conclude that the val ue of
decedent's FABG stock as of the alternative valuation date was
limted as a result of the 1995 FSA to $993, 757, the val ue
reported by the estate.

[, Fair Market Val ue of Farm Land

Backgr ound

The estate reported values for decedent's farmland based on

an apprai sal by an auctioneer. Respondent determ ned
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deficiencies with respect to Parcels 1-5.%° The estate

thereafter retained an expert appraiser of agricultural real
property, Dennis Reynman, and proffered his expert reports3® and
testinmony at trial concerning the fair market value of decedent's
farmland. The fair market values asserted in the return, notice
of deficiency, and M. Reyman's expert report (w thout regard to
any fractional interest discounts for decedent's interests in the

parcels at issue) were as follows:

Estate Tax Respondent ' s Estate's

Return Det erm nati on Exper t
Parcel 1 $254, 681 $308, 544 $281, 800
Parcel 2 (7/12 interest) 167, 040 214, 368 195, 300
Parcel 3 (1/2 interest) 159, 000 209, 936 185, 000
Parcel 4 172,000 198, 876 198, 000
Tot al 752,721 931, 724 860, 100

For Federal estate tax purposes, property is generally
included in a decedent's estate at its fair market value. Sec.
20.2031-1(b), Estate Tax Regs. The fair market value "is the

price at which the property woul d change hands between a willing

30 Because Parcels 4 and 5 are contiguous, the estate's
expert witness treated themas a single parcel, as did the
parties thereafter. W hereinafter refer to Parcels 4 and 5
conbi ned as Parcel 4.

3. M. Reynman prepared two reports regardi ng decedent's farm
land. The first report docunented the results of his appraisal
of the fair market val ue of decedent's farm |l and w thout any
fractional interest discounts. M. Reyman's second apprai sal
report contained his conclusions regarding fractional interest
di scounts for decedent's partial interests in Parcels 2 and 3.
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buyer and a willing seller, neither being under any conpulsion to
buy or to sell and both having reasonabl e know edge of rel evant

facts". See, e.g., United States v. Cartwight, 411 U S. 546,

551 (1973); sec. 20.2031-1(b), Estate Tax Regs.; sec. 25.2501-1,
G ft Tax Regs.
The determ nation of fair market value is a question of fact

to be resolved fromall the evidence. Estate of Ford v.

Comm ssioner, 53 F.3d 924, 926 (8th Gr. 1995), affg. T.C Meno.

1993-580. Valuation is necessarily an approximation and is, in
great part, a question of judgnent rather than math or fornul a.

Hanm v. Conm ssioner, 325 F.2d 934, 940 (8th Gr. 1963), affg.

T.C. Meno. 1961-347. As the estate has not denonstrated that
section 7491(a) applies, the estate bears the burden of proving
that the val ues determ ned by respondent are incorrect. Rule
142(a) .

Eval uati on of Expert Testi nony

At trial respondent offered the testinony of Agent
Punt enney, purportedly as a fact witness, to explain the
met hodol ogy he enpl oyed in reaching the val ues determ ned for
decedent's farmland in the notice of deficiency. The estate
obj ected on the grounds that such testinony necessarily invol ved
the presentation of expert opinion, which was inperm ssible given
t hat respondent had neither established Agent Puntenney's

qualifications as an expert nor offered an expert report in
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conpliance with Rule 143(f). W sustained the objection insofar
as we required Agent Puntenney to confine his testinony to a
description of his nethodol ogy.

Upon revi ew of Agent Puntenney's testinony and rel ated
docunents, we find his valuation nmethodol ogy theoretically sound.
W note that his basic approach was simlar to that of the
estate's expert; nanely, a conparison of sales of conparable
properties with adjustnents for corn suitability ratings
(discussed infra). W also note, however, that Agent Puntenney's
sal es conpari son approach required the selection of conparable
properties, an exercise of judgnment involving the application of
speci al i zed know edge general |y consi dered expert opinion. The
conpar abl es chosen by Agent Puntenney indicated an average per-
acre value of $1,513, whereas the conparabl es chosen by the
estate's expert indicated an average val ue of $1, 397 per acre.
The sel ection of conparables involves real estate valuation
expertise that Agent Puntenney was not shown to possess. Thus,
whil e his conclusions are supportable, we conclude that they are
| ess reliable than those of the estate's expert.

The estate bears the burden of proving that the val uation
determnations in the notice of deficiency are incorrect. Rule
142(a). The estate relies on the expert reports and testinony of
M. Reyman. M. Reyman concluded that, in Iight of the active

mar ket in agricultural real estate in lowa, the sales conparison
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approach provided the best indication of value. Respondent does
not challenge this point. M. Reynman based his apprai sed val ues
on his analysis of the sales of six conparable properties, the
sel ection of which respondent al so does not chall enge.

In reaching his valuations for Parcels 1, 2, and 3, M.
Reyman made certain adjustnents to the sales prices of the
sel ected conparables to account for differences fromthe subject
parcels being valued. First, he made a "land m x adjustnment” to
reflect the differences in the soil conposition of the conparable
properties as conpared to each subject property, based on the
county-adjusted corn suitability ratings® (CSRs) of each of five
cl asses of soil that m ght be present in a parcel. Using
formul as that allocated a conparable property's purchase price to
its various soil types based on their relative values (in
accordance with their CSRs), the |l and m x adjustnent enployed by
M. Reyman resulted in adjustnents to a conparabl e property's
sal e price based upon whether it had a superior or inferior soi
conposition in conparison to the subject parcel

Respondent argues that M. Reynman's |and m x adj ustnents

were overly conplex and therefore unreliable, but we find the

32 A corn suitability rating (CSR) is a State governnent
estimate of lowa soil production potential stated as a
standardi zed i ndex nunber. The CSR index rates each kind of soi
in lowa for its rowcrop production potential; county-adjusted
CSR ratings, which provide nore precision than State CSR rati ngs,
account for local differences in climate and rainfall.
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nmet hodol ogy persuasive. The algorithnms enployed in the formnul as
were discernible and result in adjustnments between the conparabl e
and subject properties that appear appropriate.

M. Reyman al so made anot her set of adjustnents to the
conparables for Parcels 1, 2, and 3 to account for "conditions of
sale" and location. W are also generally persuaded of the
appropri ateness of those adjustnents, with one exception. In the
case of one conparable, M. Reynman opined that the sale occurred
as a result of a public auction where two bidders, both desiring
the property because of its proximty to their other hol dings,
drove the sale price up. In M. Reyman's view, this factor
necessitated a $150 per acre downward adjustnent in the sales
price of the conparable. Respondent objects, 3 and we agree, in
that we are not persuaded that such an adjustnent is justified.
As this conparable was averaged with five others, elimnation of
this $150 downward adj ustment raises the indicated per acre val ue
for Parcels 1, 2, and 3 by $25 ($150/6).

We find one other elenent of M. Reyman's net hodol ogy
troubl esone. Wereas wth respect to Parcels 2, 3, and 4, M.
Reyman took the average of the adjusted per acre values of the

si x conparables in reaching an indicated value for each subject

3% Wil e respondent contends that the downward adj ust nent
made was $200 per acre, we are satisfied upon review of M.
Reyman's report that $50 of the adjustnment was attributable to
t he conparable's |l ocation rather than the bidders
characteristics.
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property, in the case of Parcel 1 he instead selected the

adj usted per acre value of a single conparable in reaching his

i ndi cated val ue, on the grounds that this conparable was "the

| east adjusted conparable sale”". Had M. Reynman taken the
average of the six, his indicated value for Parcel 1 would have
been approxi mately $2, 150 per acre, rather than the $2,075 per
acre value he derived fromusing a single conparable. Oher than
the bald claimthat the single conparable he chose was "l east

adj usted", M. Reyman provides no explanation for his departure
fromthe nethodol ogy used for the three other parcels. W are
not persuaded that such a departure, which reduces the val ue
estimate for Parcel 1 by nore than $10,000, is justified. W
accordingly conclude that the best indication of Parcel 1's val ue
fromthis record results from averagi ng the adjusted val ues of
the six conparables identified by M. Reynman.

Val ues Before Fractional D scounts

M. Reynman concluded that Parcel 4 had a val ue of $198, 000
on the valuation date, whereas respondent determ ned the val ue at
$198,876. G ven the proximty of these results, we conclude the
estate has not net its burden of show ng respondent's
determ nation to be incorrect and therefore sustain it.

M. Reyman estimated that Parcel 1 had a val ue of $281, 800
on the valuation date. As discussed above, we conclude that M.

Reyman shoul d not have made a $150 downward adj ustment to one of
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the conparables for Parcels 1, 2, and 3, and the elimnation of
this adjustnment raises the indicated value by $25 per acre, or
$3,396 for Parcel 1. W also conclude that M. Reyman shoul d
have utilized the average of the adjusted values of his six

conpar abl es for Parcel 1, rather than adopting one conparabl e.

A

nodi fication to enploy the average raises the indicated value for

Parcel 1 by $75 per acre, or $10,187. W accordingly find that

the estate has shown respondent’'s determ nation to be incorrect,

and that the value of Parcel 1 on the valuation date was

$295, 3883.

M. Reyman estimated that decedent's seven-twelfths interest

in Parcel 2, without regard to any discount for a fractional

interest, had a val ue of $195,300 on the valuation date. He

further estimated that decedent's one-half interest in Parcel 3,

wi t hout any fractional interest discount, had a val ue of $185, 000

on the valuation date. After renoving the unjustified $150
downwar d adj ustnent to one conparable, the value of Parcel 2
i ncreases $2,325 (7/12 of $25 per acre) to $197,625, and the
val ue of Parcel 3 increases $2,917 (1/2 of $25 per acre) to
$187,917. We consider the inpact of any fractional interest
di scounts bel ow.

| npact of Fractional Interests

Since decedent held only seven-twel fths and one-hal f

interests in Parcels 2 and 3, respectively, the estate argues
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that fractional interest discounts are warranted because of
probl ens of control, lack of marketability, unavailability of
financing, and costs of partition relating to partial undivided
ownership interests. This Court has found fractional interest
di scounts to be appropriate where supported by the evidence.

See, e.g., Estate of Canpanari v. Conm ssioner, 5 T.C 488, 492

(1945); Estate of Henry v. Comm ssioner, 4 T.C 423, 447 (1944),

affd. 161 F.2d 574 (3d Cir. 1947); Estate of Baird v.

Conmi ssioner, T.C. Menp. 2001-258; Estate of Busch v.

Conmi ssioner, T.C. Menob. 2000-3; Estate of Pillsbury v.

Conmi ssioner, T.C. Menp. 1992-425.

In his first report M. Reyman noted that, while fractional
interest discounts for Parcels 2 and 3 were appropriate, he
| acked adequate information fromwhich he could determ ne what
rate of discount to apply. M. Reyman subsequently submtted a
second report in which he identified certain fractional interest
data he had found which fornmed a basis for an opinion regarding
fractional interest discounts for Parcels 2 and 3. M. Reynman
acknow edged that his data was renote as to tinme (consisting of
sales in 1996-1998) and | ocation (being fromeastern rather than
northwest lowa). He nonethel ess believed that the data supported
a substantial discount "to conpensate potential buyers for the
| ack of control, limted marketability, and | ow financing

potential characteristic of such interests", and concluded that a
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25-30 percent fractional interest discount was appropriate for
Parcel 2, and a higher, 30-35 percent discount was appropriate
for Parcel 3 because decedent |acked a majority interest in that
par cel

Respondent argues that no fractional interest discount
should apply in this case, as the estate has not satisfied its
burden of proving that a discount is appropriate. Respondent
clainms that shortcomngs in the conparables that infornmed M.
Reyman' s anal ysis denonstrate he is not an expert in the matter
of fractional interest discounts. Respondent contends we shoul d
therefore accord M. Reyman's fractional interest analysis no
wei ght. We di sagr ee.

Respondent presented no evidence fromwhich we could

conclude that no discount is appropriate. See Moneyham v.

Conmi ssioner, T.C. Menp. 1991-178. The estate has offered

evi dence, consistent wth conmmon sense and precedent, that sone

fractional interest discount is appropriate. M. Reynman concedes
there are considerable shortcomngs in his supporting data, and
we agree.

The estate's return and petition are adm ssions that should
be bi nding on the estate absent cogent proof that those reported

val ues were erroneous. See, e.g., Estate of Hall v.

Comm ssioner, 92 T.C. 312, 337-338 (1989); Estate of True v.

Conmi ssioner, T.C. Menp. 2001-167; Moneyham v. Commi SSi oner,
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supra. Considering the unsatisfactory record before us, we
conclude that the estate has shown entitlenment to a fractional
interest discount no greater than that which would reduce the

val ues of Parcels 2 and 3 to the anmounts reported on the return.
The evidence of fractional interest discounts supplied by M.
Reyman is too fraught with infirmties to constitute cogent proof

that the reported values are erroneous. See Estate of Pillsbury

v. Comm ssioner, supra. W accordingly conclude on this record

that the values of Parcels 2 and 3 are subject to fractional
interest discounts of approximtely 15 percent, which reduces
t hose values to the anmpbunts reported on the return. W so hold.

V. $30,000 Gft

As part of the negotiations that produced the 1995 FSA, it
was agreed that the conservator would reinburse various Anlie
famly menbers for a portion of the | egal expenses each incurred
in connection with the proceedi ngs concerni ng approval of the
1994 Agreenent. As ordered by the district court approving the
1995 FSA, the conservator paid $30,000 to Rod to effectuate the
terms of the 1995 FSA. Respondent determ ned that the
conservator's paynent was a gift nmade by decedent prior to her

deat h. 3 The estate disagrees, contending that the paynment was

34 The conservator was al so required to pay $500 each to
Rosemary Ahl erich and Susan Wendel in partial reinbursenent for
| egal expenses they incurred in connection with the proceedi ngs
for approval of the 1994 Agreenent. Respondent, consi dering
(continued. . .)
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part of the consideration provided to the Rod Amie Famly to
enter into, and accept the responsibilities inposed on them
under, the 1995 FSA. W agree with the estate.

Section 2501(a) inposes a tax on the transfer of property by
gift; for purposes of this section, a gift is any transfer of
property for less than a full and adequate consideration in noney
or noney's worth. Sec. 2512(b). A transfer of property nmade in
the ordinary course of business will be considered as nade for an
adequate and full consideration in noney or noney's worth. Sec.
25.2512-8, Gft Tax Regs. A transfer in the ordinary course of
busi ness is one that occurs as part of "a transaction which is
bona fide, at armis length, and free fromany donative intent".
Id.

In deciding the section 2703 issue in the estate's favor, we
found that the 1995 FSA was a bona fide business arrangenment with
terms conparable to those that m ght be agreed to by persons
negotiating at arms length. W further held that the agreenent
was not a device to transfer property to nenbers of decedent's
famly for less than full and adequate consideration in noney or

noney's worth. The $30, 000 paynent by the conservator to the Rod

34(...continued)
t hese paynments de mnims, determ ned not to recharacterize them
as gifts.
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Amie Fam |y was part of the consideration for the 1995 FSA. 3°
Anal yzi ng the 1995 FSA as whole, taking into consideration al
the facts and circunstances surroundi ng the maki ng of that
agreenent, we conclude that this paynent was a transfer in the
ordi nary course of business and not a gift. W accordingly do
not sustain respondent's determ nation that the paynent resulted
in a $30,000 increase in decedent's adjusted taxable gifts.

V. Section 6662(a) Negligence Penalty

Respondent determ ned that the estate was |iable for an
accuracy-rel ated penalty under section 6662 with respect to the
portion of the underpaynent of estate tax attributable to the
val ue reported for decedent's FABG stock. Because we have held
that the value of the FABG stock as reported by the estate is
correct, there is no underpaynent attributable thereto.
Accordingly, we do not sustain respondent's determ nation with
respect to the section 6662 accuracy-rel ated penalty.

VI . Concl usion

I n reaching our holdings in this case, we have considered
all the remaining argunents made by the parties for results

contrary to those expressed herein. To the extent not discussed

3% Respondent argues that the conservator was under no | ega
obligation to nake this reinbursenent to Rod. This is incorrect.
Under lowa | aw, once the 1995 FSA was approved by the district
court, as a fiduciary of the ward, the conservator was bound to
take those actions required to effectuate the terns of that
agreenent on her ward's behalf. |owa Code sec. 633.71 (1992)
(court orders bind conservator).
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herein, we conclude those argunents are noot, w thout nmerit, or
unnecessary to reach.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




